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JURISDICTIONAL STATEMENT

This gpped involves the construction of revenue statutes §§144.030.2(4)" and 144.030.2(5)
(“Manufacturing Exemptions”), incorporated into the Use Tax Law by §144.615(3). The primary
issueiswhether Southwestern Bl Tegphone Company’s (“Bdl”) purchases of machinery and
equipment in the second quarter of 1992 were exempt from taxation because the mechinery and
equipment were used in manufacturing basic and verticd tdephone sarvices, dl of which are” products’
ubject to sdestax.

The Director of Revenue and the Commisson denied Bdll'srefund daims: The Commisson
conduded as amétter of law that while basic and verticd tdephone services weere * products’ subject
to sdestax, they were not “ manufactured”’ pursuant to the datutes a issue. The Commission dso
conduded asamétter of law that taxpayers are not entitled to the Manufacturing Exemptions unless
during the tax periods when the machinery and eguipment was purchased, the manufactured products
were edtudly sold. The effect of thisholding is thet the Manufacturing Exemptions gpply only to
mechinery and equipment indtdled during tax periods that products are actudly sold.

This Court has exdudve jurisdiction over this goped pursuant to Artide V, 83 of the Missouri

Conditution.

1 Unless otherwise noted, dll datutory citations are to the Revisad Statutes of Missouri of

1986.
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STATEMENT OF FACTS

A. | ntroduction

Bdl seeksarefund of $601,406.46 in use tax remitted during the second quarter of 1992 (“Tax
Period”) on the purchases of machinery and equipment (“Machinery & Equipment”) used to produce
basic and vertica telephone products. During the Tax Period, Bell collected and remitted
$11,011,655.48 in Missouri sdestax on its sdes of basic and verticd tdephone products (Tr. 43-63;
Ex. 3). Gengdly, the badc tdephone product is produced by aseries of conversons of dectrica
sgndsthat are routed back and forth between cdlers on the system; it is not the transmission of sounds.
Smilaly, verticd tdlephone products are produced by cregting dectrica Sgnasthat are then routed to
customers or used directly by Bdll to service cusomers. For example, Bel’s Machingry & Equipment
teke dectronic Sgnds, cregte from them cdler ID sgnds, and route those to customers subscribing to
that service 0 thet those Sgnds can then be converted into letters and numbersto diplay acdler’'s
name and number. On the ather hand, Bdl’sMachinery & Equipment create certain Sgndstha engble
its telephone system to rgect cartain incoming cals for customers subscribing to Bdll’s cdl rgection
savice Asdestribed in dgnificant detall bow, Bdl used the Machinery & Equipment to menufecture
basic and verticd tdephone products. 1n other words, it changed raw dectricd Sgndsinto products
with adifferent use, idertity, and value?

Therecord isvoluminous. The bulk of the testimony and exhibits concerned technica agpects

of producing the basic and vertica products (Tr. 239-664), and was provided by an dectricd engineer

2 Jackson Excavating Co. Administrative Hearing Commission, 646 SW.2d 48, 51

(Mo. 1983).
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with dmogt 40 years of experience (Tr. 241). The Director’stechnicd expert witness heard dl of this
testimony, but did not testify because that “technica information [was] very correct” (Tr. 682). Thus,
the destription of Bdll’s production of the productsis extensve and highly technicd, but thefacts are
undisputed.

B. Description of Telephone T echnology

1. Analog vs. Digital Signals

Andog and digitd technologies may be goplied to loop fadilities, switching mechines and
trunking fadilities Both terms describe methods of converting sound or other information for routing
dectricd Sgndsthrough the network (Tr. 373-378; Exs. 12, 15). When a person taksinto atelephone
s, the voice sound conggts of vibrations through the air, and the sound is converted by basic tdephone
saviceto an dectric andog Sgnd (Tr. 533-538). Andog Sgnds are subject to three natura
imparments loss, noise and digtortion. Asan dectricd sgnd travelsthe length of a pair of copper
wires, the Sgnd is reduced in drength due to the resstance of thewires. Thislossof Sgnd srength is
reflected in reduced volume of the voice Sgnd. Thus, thereisapracticd limit to the digance that an
andog sgnd can be routed without amplification (Tr. 373-378; Ex. 12, 15).

When an andog voice Sgnd isamplified, dl additiond noises on the drcuit are amplified, evenif
unrdlated to voice vibrations. Noiseis caused, among other things, by unwanted dectricd Sgndsthat
interfere with theinformationd sgnd. These unwanted Sgnds come from avariety of sources, induding
power cables near telegphone lines, dectric currentsin the earth or the ar, or from other wiresin the
sametdephonecable If anandog sgnd isamplified and noise is Srong, the Sgnd may actudly be

changed so much that the information changes, a Stuation cdled digortion (Tr. 373-378; Exs. 12, 15).
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A digitd tdephone sysem generates Sgnds made up of afixed number of pulsesof asst Sze
For ingance, many sysems use eght pulses (dso cdled hits) to represent onesignd.  Each of the eight
bitsis ether on (when apulseis presant) or off (no pulseis present). Sincethese pulses are il
dectricd Sgnds, thereremainsaloss of Sgnd over copper wire. However, sSncethesgnd hasa
specdific Sze and shepe, the Sgnd can be regenerated rather than amplified, thereby making it possbleto
diminate the noise and digortion common in an andog system (Tr. 373-378; Exs. 12, 15).

Continuous andog sgnds can be converted into digital pulses by sampling the andog Sgnd and
coding that sampleinto an eight-pulse Sgnd. When a person spesks, the lisener does not ligen to
every sound that ismede, but lisens to enough of areproduction to hear the message. By sampling an
andog voice Sgnd once every eight thousandths of asecond, it is possible to route and recondruct
samplesto sound Smilar to the origind; they are not identica, however (Tr. 373-378; Exs. 12, 15).

2. Voice Freguency Systemsvs. Carrier Freguency

Systems

Communication sgnds are carried on loop and trunk fadilities either & voice frequency or by a
carier sysem. Voice frequency tdephone sysemstake the andog signd generated by the norma
telegphone s&t, place it on arouting path, amplify it as necessary, and convert it back into sound in
another tdephone set. This system requiires one physcd routing peth per conversation. Thet pathis
usudly apair of copper wires (Tr. 373-378; Ex. 12).

Current carrier tdephone sysems genegrdly use digita technology to carry multiple
communications on asingle physicd routing path, thereby increesing capedity. Digitd trangmisson
sysems take sequentia high speed samples of anumber of conversations, encode them with amessage

identifier, route samples like a sries of boxcars on atrain, and reessemble samples to form messages.
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The sampling processislikeamovie A siesof ill picturesis moved by the projector lensfast
enough to give the gppearance of continuous mation. Digitd carrier systems sample sound and route it
fast enough that, when reessembled, it gppearsto be acontinuous Sgnd. Digitd carrier sysems
operate on ether copper or fiber fadilities (Tr. 372-378; Ex. 12). They produce subgtantidly more
communications then basic andog dectric sysems, increasing the flow of information from the
equivaent of e@ght bits on the andog syslem to aminimum of 45 million bitson adigital sysem usng the
oglass fiber mechaniams (Tr. 390-394).

C. General Description of Telephone Network Equipment

Bdl’' stdecommunications network is amulti-purpose, mixed-use sysem cgpable of cregting
and routing voice and detainformation for locd and intragtate sarvice, and for intrestate and interdate
acoessto long digance carriers. Bl s network is an integrated system that provides the entire menu of
products subject to sdestax (basic service and numerous vertica sarvices) to its cusomers (Tr. 491,
504). Asaconsequence, Bdl never buys Machinery & Equipment to provide adigtinct additiond
fedture of sarvice Machinery & Equipment is purchased to provide dl sarvices. In fact, none of the
sarvices can be provided in isolation (Tr. 508-510).

The network is composed of four besic building blocks  loop fadilities, centrd switching offices
interoffice trunking fadlities and Sgnding sysem seven (“SS77) (Tr. 299-438; Exs. 12-15).

Loop fadilities (dso cdled outsde plant equipment) are the communications paths that connect a
cusome’slocation to acentrd switching office or to another tranamisson fadility. Theloop istypicaly
apair of copper wires, but it can dso beapair of glassfiber lightguides (Tr. 374-5; Ex. 12).

A centrd switching officeis the hub of the loop fadlities for ageographicd aeaknown asa

wire center. The centrd office contains switching machines that connect loop fadilities to one anather or
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to atrunk to another centrd office, aswdl asthe digributing frame thet dlows any loop fadlity in the
wire center to be assodated with any line termination avaladle in the switching machine. In addition, the
centrd office provides the power to operate the te gphones connected to the copper loop fadilities by
converting dternating current dectricity (“*AC”) obtained from the local power company to direct
current dectricity (“DC”) to operate the telephone network (Tr. 208-9, 301, 349-373; Exs. 14, 25,
26).

Interoffice trunking fadilities are communication peths between the trunking mechines. In atown
sarved by a sngle switching machine, trunks are usudly used for accessto long-distance carriers or for
operator srvices. Inlarge dities, locd trunks connect customers through different centrd officesin the
city. Trunking fadlities may be Smple copper wires, but they are mogt often dectronic carrier sysems
connected to copper wires or fiber optic teephone systems (Tr. 415-418; Exs. 12, 26).

“SS7” isaproduction component that provides modern basic telephone sarvice, and is
required to produce the new vertica products. SS7 is an overlay network thet dlows the switching
mechines to communicate with each other on a peth different from that which is used to provide besic
telephone services to customers (Tr. 300, 418-423, 498-505, 510-511, 524-525, 626, 629-632,
652-654; Exs. 11,13, 26, 28-30).

1. L oop Facilities (outside plant equipment)

Asdiscussed above, loop fadilities (d o cdled outsde plant equipment) are the communications
peths that connect a cusomer’ slocation to acentrd switching office or to another tranamission fadility.
Feeder loop fadilities Sart a the centrd office location and proceed toward large concentrations of
customer locations. The forecast of customer requirementsin the areato be sarved determinesthe Sze

and type of feeder fadilities (Tr. 372-387; Ex. 13). Prior to 1970, dl feeder fadilities were copper
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cables aslarge as 4,800 pars each. Cable remains the most economic choice for locations very dose
to the centrd office (Tr. 372-387; Ex. 13).

Feeder fadilities may be placed in conduit, buried or placed on poles. Most cablesleavethe
centrd officein conduit. In some cases, the cable will leave the condluit, be buried for adigance, and
then brought above ground and placed on poles. City ordinances and weather often mandate how loop
fadlitiesareplaced. Feeder fadlities are usudly accessble only a the centrd officeand & the
interconnection of the feeder and the didtribution fadilities (Tr. 372-387; Ex. 13).

FHber optic systems, dso known as Lightwave Guide Sysems, are a0 used as feeder fadilities
in conjunction with pair gain devices (Tr. 372-387; Ex. 13). Par gain deviceswere developed to dlow
growth on exiging feeder cables and to reduce the cogt of placing new cables. A pair gain device
dlows sarvice of up to 96 cusomerson 10 par of wires Theactud cgpecity of eech sysemis
determined by the types of services ordered by the cusomers being served (Tr. 372-387; Exs. 12-13).

Par gain devices are grouped together to serve an areaknown as a Carrier Service Area
(“*CSA”). The CSA isaconcentration of customer locations that are connected by didtribution cables
to the pair gain devices. The pair gain devices are located near the CSA in awegther-proof cabinet, a
smdl building or an underground vault. All of these locations require a source of commerdia power,
and the devices are provided with betteries for emergencies (Tr. 372-387; Exs. 12-13).

Digribution fadlities are the portion of aloop fadility located between the feeder fadilities and
the drop wire. A drop wireisacopper cable containing from two to 25 pair of wiresand isthe
connection with the customer’ slocation. The drop wire may be buried or aerid from the pole to the
building (Tr. 372-387; Exs 12-13). Didribution fadilities are nearly dways copper cablesand are

smdler in Szethan the cables used asfeeder cables Severd digribution fadilitiestypicaly connect to a
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sngle feeder fadlity. Didribution cables are buried or agrid, and have a maximum length of 12,000
feet. Thesze of these cables varies from 25 to 3,600 pair as heeded to serve the customers of the
CSA (Tr. 372-387; Exs. 12-13).

A Feede/Didribution Interface (“FDI”) is usudly ametd cabinet mounted on a concrete pad
that house termind blocks that dlow for pairs of feeder wires to be cross-connected to pars of
didribution wires (Tr. 372-387; Exs. 12-13).

Gengrdly, when the digitd loop carrier system is used, dectronic equipment in the centrd office
and in aremote termind located a the end of the feeder fadility must be added. The remote terminds
arelocated in above ground, weether-tight, metd cabinetsin pre-congtructed concrete huts, or in
underground concrete vaults. Each endosureis equipped with power supplies and batteries, and, when
necessary, air conditioning (Tr. 372-387; Ex. 13).

The digribution fadilities from the FDI to the cusomer’ s premises are pairs of copper wires.
The cusomer lines from the centrd office switch are cross-connected to an input in the digital loop
carier centrd termind that combines 24 individud lines onto asingle hightpead peth thet requires two
pairs of wiresto theremote termind. At the remate termind, the high-gpeed path is converted back
into 24 individud lines. Theselines are cross-connected to the copper wiresin the digtribution fadilities
for trangport to the customer’s premises (Tr. 372-387; Ex. 12).

As described below, the digitd loop carrier sysem convertsthe andog Sgnd from aregular
tlgphoneto adigitd sgnd, and then places 24 individud sgnds onto asingle drauit that uses only two
pairs of wires between the digitd loop carrier centrd office termind and the remate termind (Tr. 372-
387, Ex. 12).

2. Central Office Switching
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A centrd office switching machine usudly is comprised of line terminations (line ports), trunk
terminations (trunk ports), a switching matrix and a control sysem that provides the &bility to have
multiple feetures assodated with lines and trunks (Tr. 314-371; Ex. 14). Each digitd centrd office
switch has multiple switch modules containing the line and trunk ports thet provide acoess to the switch.
Thelocd loopsfrom individud cusomers are terminated on line ports. Trunksto other centrd offices,
interexchange carriers and other providers of teegphone sarvice are connected to the trunk ports. These
ports provide any necessary converson of asgnd from andog to digital necessary for the type of
savice bang provided. Theline and trunk ports dso tranamit Sgnas necessary for cal completion such
as off-hook, audible ringing and power ringing (Tr. 314-371; Ex. 14).

Each switch module contains a processor thet dlowsit to perform common functions such as
the provison of did tone and the collection of dided digits. The processor is cgpable of completing
smple cdls between ports located in the same switch module, but it must communicate with the centra
processor to complete cals to another switch module or for the activation of complex festures (Tr. 314-
371; Ex. 14).

For ingance, if acugtomer line atached to aline port in Switch Module A cdlsacusomer line
attached to aline port in Switch Module B, the processor in Switch Module A recognizesthe
customer’ssgnd for sarvice, provides did tone, callects the dided digits and determines thet the cdlled
lineis not located within the switching module. The processor generatesasgnd onasgnd linktoa
Time Divison Switch. A Signd Switch will provide a connection to the centrd processor. The centrdl
processor will determine the location of the called line and send asigndl back through the Signd Switch
to bath the cdling and cdled switch modules giving the proper ingtructions for completion of thecdl. A

Time Divison Multiplexing Switch will then connect the voice links from the switch module together.
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Upon completion of the cdll, Smilar sgnaswill be sent to tdl dl portions of the switch to disconnect the
cdl. Customer dided digitstha are designed to activate features of the switch will dso cause dgnasto
be tranamitted from the switch module through the Signa Switch to the centrd processor to receive
ingructions for ectivation of the feature (Tr. 314-371; Ex. 14).

There are three generations of switching technology usad to provide sarvice to Bdl's cutomers
andog dectronic switches, digita dectronic switches, and remote switching sysems (Tr. 314-371; Ex.
14). Thefirg dectronic switching sysem (“ESS’) centrd officewasindaled in 1969. Inddlation of
ESS machines continued until 1984. At the end of 1992, gpproximatdy 61% of Bel’s Missouri access
lines were served by ESS machines (Tr. 314-371; Ex. 14).

The ESS switch isa tored program controlled machine. These andog switches have adigitad
computer controller. The computer contraller dlows the introduction of many new fegtures for
cusomers and greetly improved maintenance festures. Additiond features are often added by changing
the software program that controls the switch. Thisflexibility has dlowed the capacity and capabilities
of these switchesto grow as cusomers needs changed (Tr. 314-371; Ex. 14).

Digitd switching technology wasfird indaled in 1981. At theend of 1992, gpproximately 39%
of Bel’sMissouri access lineswere served by digitd switching machines (Tr. 314-371; Ex. 14).

A digitd switch isasored program controlled device with sdf-diagnodtic maintenance fegtures
and a“plugrin” gpparatus that Sgnificantly reduces technicd work time. A full range of customer
fedturesis avaladeto beingdled on dl moddsof digitd switchesin Bdl's cusomer teritory (Tr. 314-
371; Ex. 14).

Remoate switching sysems offer an economica method of providing stored program controlled

technology in smdll, densdly populated aress within alarge exchange or sarving asmdler exchange thet
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isdoseto alarger office. A remote switch moduleis connected by adaalink to the central processor
of ahogt switch. Thisdatalink alows the remate switch module to share the cgpatilities of the hogt
switch without duplicating dl of the hogt switch contral syslems. Remoate switches may be sarved by an
ESShost or adigjtal host switch (Tr. 314-371; Ex. 14).

3. Inter office Trunking Facilities

I nteroffice trunking fadlities are the communication paths between switching machines.
Trunking fadilities may be Smple copper wires, dectronic carrier sygems or fiber optic lightwave guides
(Tr. 314-371; Ex. 12).

Copper wiresmay be used done for disances of lessthan four miles. For grester distances,
repesters in the cable between the offices are necessary. Each pair of wires can provide one
communication peth dthough four wires are sometimes used for one path. Trunks of thistype can carry
andog or digitd Sgnas; however, the maximum digital capacity is aout 56 kilobits per second (Tr.
314-371; Ex. 12).

Thefirg digitd carrier syslem in Missouri wasthe T-1 carrier indalled in 1964 as an interoffice
trunk fadility in multi-office dties and it isnow used by mogt trunk fadilities. The T-1 system tranamits
24 voice channds on two pairs of copper wires. T-1 repeaters are usudly placed in manholes or buried
with the cables (Tr. 314-371; Ex. 12).

A lightwave guide sysem conagts of severd pats. Thelightwave guideis an opticd fiber mede
of spedid glassthat provides alow loss peth for the transmisson of optica Sgnds. Although light
normdly travdsin agraght line, thefiber is designed to contain the light Sgnd o it can be bent and
guided from one location to ancther. Thefibers can tranamit alight sgnd 30 miles without the need for

repesters or regeneraiors. One pair of fibersisrequired for each system (Tr. 314-371; Ex. 12). A light

1329193.09 15



source and a light detector are dso required to tranamit information. Typical devices usad today aslight
sources in fiber optic systems indude the semiconductor laser and the light emitting diode (Tr. 314-371;
Ex. 12). A deviceisdso required to convert the origind dectricd Sgndsto light Sgnds, and &t the
recaiving end, convert the light back to dectricd gnds Since light hes two naturd sates, on and off,
digita transmisson sysemsare used (Tr. 314-371; Ex. 12).

It isnecessary to combine origind signdsto place alarge number of communication channdson
alightwave guide sysem (dso cdled multiplexing). “T-carrier” technology is used for theinitid Sage of
multiplexing and the“T-1" digitd Sgndsare combined in ever larger anounts beforethe sgnd is
converted to light Sgnds The opticd transmisson sysemsfirg used by Bdl could combine 672 voice
channds onto onefiber par. Current Bdl systems place 64,512 voice channds on asngle fiber pair.
Working modds of systems capable of placing over 290,000 conversations on afiber pair have been
demondrated. Thus, with only amoadification or replacement of dectronics, fiber pars can carry more
traffic (Tr. 314-371; Ex. 12). At therecaiving end, the optical Sgnd must be converted to an dectricd

signd and then de-multiplexed (Tr. 314-371; Ex. 12).
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4. Signaling System Seven (SS7)

SS7 isaset of naiond sandard network protocols and equipment used to trandfer Sgnasina
tdlecommunications network. SS7 is necessary to provide products beyond the basic tdlephone service
(Tr. 652-64). Sgnding isthe communication of control informetion between the dements of a
communication network (Tr. 314-371; Ex. 12).

A sgnding sysem may bean “in-band’” 9gnding sysem, where Sgnds are tranamitted on the
same path usad for trangmitting voice or deta communications, or an “out-of-band” Sgnding system,
where Sgnds are tranamitted on a separate peth from the one used for tranamitting voice or data
communications. SS7 isan out-of-band sgnding sysem (Tr. 314-371; Ex. 12).

There are three primary dements of SS7: the Signd Trander Point (“STP’), Sgnding links,
and the Sarvice Switching Point (*SSP”). An STPisa packet switching device thet provides Sgnding
digribution for the network. An SSPisa centrd office or tandem switching mechine equipped to
process SS7 dgnds. The tranamisson paths that connect SSPsto STPs and STPsto other STPs are
cdled sgnding links (Tr. 314-371; Ex. 12). With SS7, in addition to the voice trunk fadlity, thereisa
digitd link from each centrd office. All cdl setup information is tranamitted by the SS7 Sgnding system
rather than on the voice trunk. Conseguently, additiond data can be sent for manipulation (and
production of the newer products described below) even whilethe cdl isin progress (Tr. 314-371; Ex.
12).

Bdl ingdled an SS7 network throughout Missouri before 1992 and has continued to expand its
capacity sincethat time (Tr. 314-371, 626-655; Ex. 12).

5. M iscellaneous Equipment

1329193.09 17



Bdl ds0 usss Machinery & Equipment in its Pay Teephone Exchange Access Sarvice
(“PTEAS’). PTEAS isatdecommunications service utilizing any coin, coinless, credit card reeder or
cordless indrument that can be used by the members of the generd public, or business patrons,
employess or vigtors of the premises where pay tdephone sarviceisinddled, provided thet the user
paysfor locd or tal cdlsfrom such indrument on aper cdl beds Tdephoneslocated in ahotd or
motel room are not conddered PTEAS (Ex. 15; Tr. 640).

D. Description of Basic L ocal Telephone Service

A cdl isinitiated, directed and terminated by a series of dectronic Sgnasthat are exchanged by
the customer and the network mechinery. When the customer lifts the receiver of his phone, current
flowsin the pair of wires connecting the customer to the centrd office switch. The switch recognizesthe
current flow as arequest for service and sgndsthat it is reedy to provide service by returning adid
tone. The cusomer then Sgndls the mechine address for the party it wishesto cdll in theform of a
telephone number. If the cusomer has arotary phone, the Sgnd istranamitted as a series of dectricd
pulsss If the customer has atouch-tone phone, each digit dided tranamits a unique combinetion of two
tones thet is recognized by the centrd office switch asindividud numbers: The address information thet
the cusomer entersinto the machineis not ddivered to the cdled customer (Tr. 314-371; Ex. 14).

The switch andyzes the digits to determine the proper routing of the cdl. Onalocd cdl, the
fird three digitsindicate the centrd office switch sarving the cdled customer and the lagt four digits
indicate the spedific cdled customer. If the called customer is sarved from aswitch different from thet
of the cdling customer, the routing information will indicate the machine address of agroup of trunks

that connect the two switches together (Tr. 314-371; Ex. 14).
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Additiondly, the originating switch sends a data message to the terminating switch using the SS7
sgnding sysem. This message provides the caled and cdling numbers, and the trunk address for the
cdl (Tr. 314-371; Ex. 14). Theterminating switch usesthe cdled number to determine the location of
the called cusomer line on the switch and checksto seeif thelineiscurrently inuse. If inusg, it sendsa
busy sgnd back to the cdling customer to indicate thet no further action will be taken by the network.

If thelineiside, the terminating switch goplies ringing current to the cdled line to attivate the derting
devicein the cdled tdgphone. At the same time, the switch sends an audible ringing Sgnd to the cdlled
cusome’s phone. When the cdled party answers the phone, a voice connection is established
between the two phones (Tr. 314-371; Ex. 14).

When digitd switches are used for the voice connections, the andlog Sgnd creeted by a person
when taking into atedgphone st is converted into digitd pulses by sampling the andog signd and
coding the sampleinto an eight pulse Sgnd's once every eight thousandth of asecond. The location &
which the transformeation takes place is dependent on the type of 1oop technology used. With copper
loops, the converson takes place a the centrd office. If loop dectronics are usad, the conversion takes
placein afidd locaion between the cusomer’ s premise and the centrd office. Prior to ddivery of the
sgnd into the other tdlephone &, the digitd Sgnd must be reconverted into an andog Sgnd to be
heard by the human (Tr. 373-378; Exs. 12, 15).

E. Bell’s Vertical Services

In addition to basic loca tdlephone sarvice, Bel offers severd additiond products (“verticd
savices') to itscusomers (Tr. 174-175, 439-475; Ex. 31). Bdl offersthefollowing verticd sarvices
toitscusomers Bill Flus, Customer Billing Report, Detaled Billing Locd Messured Savice, CABS

Billson Hoppy Disk, Cdler 1D, Anonymous Cdl Rgection, Auto Redid, Cdl Blocker, Cdll
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Forwarding, Sdective Cdl Forwarding, Remote Accessto Cdl Forwarding, Cdl Return, Call Trace,
Cdll Waiting, Priority Cdll, Speed Cdll, and Three Way Calling.

All sarvices provided by Bdl to its cusomersin Missouri are subject to goproval by the
Missouri Public Service Commission (“PSC”) (Tr. 502). The process of developing aproduct for
gpprova by the PSC begins with the formation of aconcept and the devel opment of that conoept
through abusiness plan estimating the costs of developing the service and the potentid revenue to be
derived therefrom. Bl mugt then design the product and test it using “friendly usars’ to identify and
correct any bugsin thesarvice: The equipment and machinery isthen put into production and
indruction manuals developed. At that point, Bdl would file atariff with the PSC and go through a
series of hearings (Tr. 446-447).

Thetime frameto develop anew product and have the PSC gpprove it can range from months
to years (Tr. 447). The PSC reguiresthet onceit gpproves a product, the entity must offer the product
within alimited time, usudly 120 days (Tr. 463).

Becauseit takesaperiod of yearsto inddl dl of the Machinery & Equipment to provide anew
savice, Bl mug inddl the Machinery & Equipment to provide anew sarvice prior to seeking PSC
goprovd of the service (Tr. 447, 463-464).

Many of these varticd sarvices offered by Bdl were baing sold in Missouri during the Tax
Period. The dates on which such sarvices were actudly implemented in Missouri are shown in Exhibit
31, but virtudly dl of the most complex sarvices were capable of cregtion for sdeto cusomersby the
system as of 1990 or 1991, even though they were in the gpprova process ated above (Tr. 174-175,
439-475; Ex. 31).

1. Description of Caller 1D
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A cusome mugt firg have ether an adjunct device or a built-in tdephone display to use Cdler
ID (Tr. 476-511; Ex. 14). While other parts of the network complete the telephone call as described
above, the originating centra office switch looks into its memory and sends, viathe SS7 overlay
network, both the caled number and the calling number. The caling number is placed into a bit of
memory assodiated with the called line. If the caled customer has subscribed to Cdler ID, the cdling
number information is trangmitted from the terminating centrd office to the customer’ s phone between
thefirg and second rings (Tr. 476-511; Ex. 14).

If the cusomer has dso substribed to the calling name ddivery option of Cdler ID, whilethe
terminating centrd office sats up the cdl, thet termineting centrd office will launch an additiond query
with the SS7 overlay network back through the STP to metch a name with acaling number. The name
issent back by the SS7 network to the terminating office, which sends the information dong with the
cdling number between the firgt and sscond rings as a coded bit of information, which isthen displayed
on the cdled cusomer’ sdisplay device (Tr. 476-511; Ex. 14).

2. Description of Other Vertical Services Dependent upon SS7

Network
Anonymous Cdl Rgectionisavertica product connected with Cdler ID. Persons may
purposdy block the ddivery of thar cdler information for an individud cdl or for dl cdls Anonymous
cdl rgection permitsthe cdled customer to rgect any cdls from personsthat block their caler
information. When such acdl arives a the centrd office for acusomer subscribing to Anonymous
Cdl Rgection, it is rerouted to arecorded announcement gating that the called party does not accept

anonymous cdls. The cdled party’ s phone does nat ring when such cdls are rerouted (Tr. 465-470).
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Auto Redid isaverticd product thet permits acdler when recaiving abusy sgnd to hang up
and have the tdephone network continue to monitor the cdled number. When the cdled number
becomesidle, the network rings the calling and the called number without reguiring the customer to
redia the caled number (Tr. 484).

Cdl Blocker isaverticd product that alows the cusomer to cregte alist of numbers from
which the cugtomer does not wish to recave cdls. Any cdls from anumber subject to Cdl Blocker are
rerouted to an announcement thet the call has been blocked. The called party’ s phone does not ring
when such cals are rerouted (Tr. 484-485).

Cdl Returnisaverticd product that dlows the cusomer to have the telgphone network
automdticdly cdl the last number that caled the customer’ s number (Tr. 487).

Cdl Traceisaverticd product desgned for cases in which the customer isrecalving harassing
phone cdls. When the customer receives one of these cdlls, the cusomer may activate a code thet
records and prints the calling number @ the tdephone company’ s premises. Theinformation isthen
given to law enforcement authorities (Tr. 488).

Priority Cdl isaverticd product thet dlows the customer to assgn adisinctive ringing Sgnd to
certain incoming cals. The customer is assgned memoary in the switching machine in which the customer
may input numbers for which the cusomer desres diginctiverings. The network then usesthe SS7
network to identify when these spedific numbers are the cdling numbers and gives the distinctive ring
(Tr. 488-489).

Because Cdler ID, Anonymous Cdl Rejection, Auto Redid, Cdl Blocker, Cdl Return, Cdl

Trace and Priority Call dl are dependent upon the network switches knowing the caling tdegphone
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number, none of these sarvices could be provided without the SS7 overlay network (Tr. 502, 626-
655).

3. Description of Other Services Requiring Switching Memory

Cdl Forwarding isaverticad product thet dlows the cusomer to have cdlsthet are origindly
directed to the cusomer’ s phone number automaticaly rerouted to ancther phone number. The
customer inputs the phone number of the premise to which incoming calswill be rerouted from the
customer’sordinary premises (Tr. 485-486).

Sective Cdl Forwarding isavertica product thet isavariaion of Cal Forwarding in which the
customer directsthat cals only from cartain caling numbers be autometicaly rerouted to another phone
number. No other calswill be rerouted from the cusomer’ s ordinary premises (Tr. 486, 503).

Remote Accessto Cdl Forwarding isaverticd product used in conjunction with Cdll
Forwarding that dlows the customer to activate it from aremote location. The most common use of
Remoate Accessto Cdl Forwarding is when the cusomer is dreedy a the premise where the cusomer
desiresincoming cdlsto be forwarded (Tr. 487).

Cdl Waiting isaverticd product that dlows the cusomer to be derted by an audible tone of an
incoming cal when the customer ison anather cal. The customer then has the option of placing the
origind cdl on hold by pressng the switch hook and going to theincoming cal. The customer then can
go back and forth between both cals (Tr. 488).

Spead Cdl isaverticd product thet dlows the customer to cregte in the memory of the centrd
office switch and sore up to 32 teegphone numbers which can be caled using an abreviated one or

two digit code (Tr. 489-490).
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ThreeWay Cdling isavertica product thet dlows the customer to cregte a conference call.
The cusomer connects with one person and then presses the switch hook to receive a second did tone.
The cusomer then connects with the other person and presses the switch hook to connect dl three
parties (Tr. 490).

4. Description of Billing and Miscellaneous Vertical Services

Bill Fusisaveticd product conagting of two parts. Thefirg entailsthe collection of detafrom
Bdl’s hilling sysems regarding the equipment, hardware and sarvices a customer purchases aswell as
datafrom the sysem recording dl cdls charged to acusomer. The datais collected and put on adisk
(floppy or CD) and provided to the customer on amonthly basis. The second part of Bill Flusis
specidized computer software thet can be usad on the customer’ s own computer to manipulae the
data, induding printing various grgphs and reports, that dlow the cugtomer to andyzeitsbill inamore
detailed form than Bel’ sregular bill (Tr. 448-449).

Cugomer Billing Report isavertica product smilar to Bill Flus Cugtomer Billing Report isrun
on Bdl's, rather than the cusomer’s computer. The cusomer requeststhat its bill be andlyzed in
cartan formats by Bdl’s computers and Bell provides the information in this formet (Tr. 449-450).

CABSBiIllson Hoppy Disk isaverticd product thet puts interchange carrier bills on floppy
disks (Tr. 455).

Detalled Billing for Locd Messured Saviceisaverticd product thet provides hilling information
to cusomers whose sarvice indudes unlimited incoming cdls but alimited number of outgoing cdlsa a
fla monthly rate. All additiond outgoing cdls carry a charge and the Detalled Billing product identifies
who was cdled and how much extrawas hilled for each such cal (Tr. 450-451).

F. Bell’s Accounting and the Claim for Refund
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On duly 26, 1995, Bdll timdly filed adam for refund of Missouri use taxes paid on certain
Meachinery & Equipment it purchasad (or placed in usein Missouri) during the Tax Period (Tr. 84-92;
Ex. 6). TheMachinary & Equipment for which the daim was requested wias a@ther purchased from out-
of-gae vendorsfor direct usein Missouri or held in inventory at Bdll's Texas warehouse until used in
Missouri (Tr. 116-190, Ex. 5, G-5). The bagsof the dam wasthet the Machinery & Equipment
established new or expanded existing manufacturing plants and/or was purchased to replace exiding
Machinery & Equipment by reason of design or product changes or materids and supplies used for the
inddllation of Machinery & Equipment (Exs. 1, 6-8, 12-16 36, 38-40).

The amount of the daim for refund was determined, congtent with the theory of the refund, by
induding dl purchases that had been placed in condruction or “C” accounts under Federd
Communications Commisson (“FCC”) Uniform Sysem of Acoount (*USOA”) guiddines (Tr. 87-88,
126-190; Ex. 6). Bdl’s purchases of Machinery & Equipment that had been placed in“C” accounts
are demondrated in the voluminous exhibits provided to the Commisson (Exs. 9, 28-30). No
purchases that had been placed in amaintenance or repair, “M” or “R,” account under the USOA
guiddines were induded in the daim for refund (Tr. 126-190).

Ultimetdy, after correcting tax refund calculation errors Bdll daimed and daims arefund of
$601,404.46 in Missouri use tax remitted during the Tax Period (Tr. 165-66; Ex. 8). All of the
purchases that are part of that daim were capitdized for accounting purposes (Tr. 274). All of those
purchases were made (1) to provide new telephone service in locations where none had been provided
before; or (2) to replace an exigting piece of Machinery & Equipment because (8) anew or different

sarvice could nat be produced with the old piece of Machinery & Equipment, or (b) because an
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upgraded piece of Machinery & Equipment was necessary to increase the cgpedity of the sysem to
serve more customers (Tr. 129-140, 268-297, 606-614; Ex. 22).

G. The Commission’s Decision

The Commission concluded that basic telephone and vertica services were “products’ within
the meaning of §144.030.2(4) and (5). However, it concluded thet “telephone sarvice isnot
meanufacturing” (L.F. 43). Thus asamétter of law, the Commisson conduded that taxpayers cannot
manufacture those * products.”

The Commisson rendered its condusion because, in its opinion, basic tdephone sarvice was the
mere trangportation of dectronic impulses (L.F. 41). 1t reasoned thet, under traditiond definitionsfor
the manufacture of tangible products, the production equipment’ s output in the case of basic service
wasthesame asitsinput (L.F. 41). The Commission then concluded thet, because the production of
basic sarvice was not manufacturing, the production of vertica services was not manufacturing ether
because thelr production was merdly “corallary to” the production of basic sarvice (L.F. 43). In
meking the later condusion, however, the Commisson acknowledged that Bdll’ s production of vertica
savicesinvolved the transformation and cregtion of information and impulses (L.F. 44).

The Commisson aso determined thet, as ametter of law, purchases of manufacturing
equipment are not exempt under the Manufacturing Exemptions unless the products they are usad to

manufacture arein fact offered for sdle during the tax period in which the purchases are made (L.F. 45).
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Lad, the Commission questioned whether certain minor materid and supply purcheseslike
labds, software, indalation Iabor, and toilet paper, condituted supplies and materids used to inddl or

congtruct the Machinery & Ecquipment (L.F. 46-47). 2

® The Commission's Finding of Fact 105 (L.F. 34) gppearsto list only thoseitems that would
normaly be conddered inddlation or condruction materids or supplies That lig did not indude the
actud items of Machinery and Equipment thet were congtructed or inddled. For ingance, notably

absent from the Commission'slig are the numerous and expensve dectronic switching devices
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STATEMENT OF THE ISSUES

Missouri law provides that manufacturing isthe production of a product with ause, idertity,
and vdue different from the useg, identity and vaue of theinputs Bdll takes raw dectricity and dectricd
impulses and, by use of the Machingry & Equipment, trandformsthe dectriaty and dectricd impulses
into anew use, identity and value, namdy digitd dectronic data that, when provided to cusomers, can
be usad for conversations with other telgphone customers, identification of calers, rgection of cartain
cdls and various other verticd tdephone products. Does Bdl use the Machinery & Equipment to
manufacture basic and verticd teephone sarvices?

The Manufacturing Exemptions goply to the creation of intangible products. A product indudes
taxable services such asbadc and vetica tdephone sarvices Bdl'sMachinery & Equipment is
directly used to cregte Bdll’s products. Does Bdl's Machinery & Equipment manufacture basc and
varticd tdegphone services within the meaning of the Manufacturing Exemptions?

Nether the Manufacturing Exemptions, nor any other provison of law, require expanded
production or the completion of the design or product change occur during the tax period when the
mechingry and eguipment is purchased. Do the Manufacturing Exemptions goply if mechinery and
equipment is purchasad for the purpose of expanding production or implementing a product or design
change, but the new products or expanded production are not redized until after the tax period when
the machinery and equipment is purchasad?

STANDARD OF REVIEW

The dedgson of the Commisson shdl beuphdd if: (1) it isauthorized by law; (2) it is supported
by competent and subgtantia evidence upon the whole record; (3) no mandatory procedurd ssfeguards

areviolated;, and (4) the Commission, where it has discretion, exerdses discretion in away that isnot
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clearly contrary to the Legidature s reasonable expectations. Section 621.193; Concord Publishing
House, Inc. v. Director of Revenue, 916 SW.2d 186 (Mo. banc 1996). This Court’sreview of
thelaw isde novo. Zip Mail Services, Inc. v. Director of Revenue, 16 SW.3d 588, 590 (Mo.

banc 2000).
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POINT RELIED ON

THE ADMINISTRATIVE HEARING COMMISSION ERRED IN DENYING
APPELLANT' SREFUND CLAIM BECAUSE, UNDER SECTIONS 621.189 AND
621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR SUPPORTED BY
COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT APPELLANT’S
PURCHASES OF MACHINERY AND EQUIPMENT ARE EXEMPT FROM
MISSOURI USE TAX UNDER SECTIONS 144.615(3) AND 144.030.2(4) AND (5)
BECAUSE THE MACHINERY AND EQUIPMENT ISUSED TO MANUFACTURE
PRODUCTSWITHIN THE MEANING OF THOSE SECTIONS.

Bridge Data Co. v. Director of Revenue, 794 SW.2d 204 (Mo. banc 1990);
DST Systems, Inc. v. Director of Revenue, SC 82797 (April 10, 2001);
International Business Machines Corporation v. Director of Revenue, 958 SW.2d 554

(Mo. banc 1997);

Concord Publishing House, Inc. v. Director of Revenue, 916 SW.2d 186 (Mo. banc .1996);
Floyd Charcoal Company, Inc. v. Director of Revenue, 599 SW.2d 173 (Mo. 1980);

GTE Automatic Electric v. Director of Revenue, 780 SW.2d 49 (Mo. banc 1989);
Heidelberg Central, Inc. v. Director of Revenue, 476 SW.2d 502 (Mo. 1972);

Hogan Transports, Inc. v. Director of Revenue, No. 98-1305 RV (Mo. Admin. Comm.

1999);

Jackson Excavating v. Administrative Hearing Commission, 646 SW.2d 48 (Mo. 1983);
K & A Litho Process, Inc. v. Director of Revenue, 1653 SW.2d 195 (Mo. banc 1983);

Noranda Aluminum, Inc. v. Missouri Dep’t of Revenue, 599 SW.2d 1 (Mo. 1980);
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West Lake Quarry & Material Company, Inc. v. Schaffner, 451 SW.2d 140 (Mo. 1970);
Wetterau, Inc. v. Director of Revenue; 843 SW.2d 365 (Mo. banc 1992);

Section 144.030.2(4);

Section 144.030.2(5);

Section 144.615(3);

Section 621.189;

Section 621.193;

12 CSR 10-3.326.
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ARGUMENT

THE ADMINISTRATIVE HEARING COMMISSION ERRED IN DENYING
APPELLANT’SREFUND CLAIMSBECAUSE, UNDER SECTIONS 621.189 AND
621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR SUPPORTED BY
COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT APPELLANT’S
PURCHASES OF MACHINERY AND EQUIPMENT ARE EXEMPT FROM
MISSOURI USE TAX UNDER SECTIONS 144.615(3) AND 144.030.2(4) AND (5)
BECAUSE THE MACHINERY AND EQUIPMENT ISUSED TO MANUFACTURE
PRODUCTSWITHIN THE MEANING OF THOSE SECTIONS.

Introduction

Bdl seeksarefund of $601,404.46 in use tax remitted during the Tax Period on the purchases
of Machinery & Equipment usad to produce besic and verticd tdephone sarvices: During that same
period, Bl collected and remitted $11,011,655.48 in Missouri sdlestax onits sdles of basic and
verticd teephone products produced with that and other Machinery & Equipment. Asdestribedin
Bdl's saement of facts, Bl usesthe Machinery & Equipment to manufacture basic and vertica
telephone products. The record refutes the Commission’s characterization of Bdl’s operations as
merely trangporting these products.

Section 144.020.1(2) imposes Missouri sdes tax on the products that Bell produces. In
Bridge Data Company v. Director of Revenue, 794 SW.2d 204 (Mo. banc 1990), this Court
firgt determined that the term “product,” as used in the Manufacturing Exemptions, was not limited to
tangible persond property. See International Business Machines Corporation v. Director of

Revenue, 958 SW.2d 554, 557, n. 2 (Mo. banc 1997) (“IBM”). In1BM, this Court medeit
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abundantly deer thet thereis no reguirement that a product be tangible to qudify for the Manufacturing
Exemptions Id. Therefore, this Court has dready conduded that taxpayers can “manufacture’
texable sarvices

Not only does Bdl dearly qudify for exemption under the plain teems of the Manufacturing
Exemptions, but the gpplication of thase exemptionsto Bdl isentirdy condstent with the policies
underlying the Manufacturing Exemptions. One palicy isto encourage production of taxable products
IBM, 958 SW.2d a 558. With respect to the Tax Period, Bdll sought a Missouri use tax refund of
$601,404.46 for its purchases of Machinery & Equipment to produce sdes of productsfor which it
remitted $11,011,655.45 in Missouri sdestax. One other palicy isto prevent the pyramiding of sde
taxes inherent when tax isimposed on the machinery and equipment used to produce taxable products
Floyd Charcoal Company, Inc. v. Director of Revenue, 599 SW.2d 173, 177 (Mo. banc
1980). Both palicies are furthered by applying the Manufacturing Exemptionsto Bdll’ s purchases of
Machinery & Equipment.

Because of the integrated neture of Bel’ stdlegphone system, Bdll usesdl of the Machingry &
Equipment to produce besic tdephone sarvice aswdl asdl of the verticd products. Becausethe
Machinary & Equipment is used directly by Bdl to manufacture products and was purchased to expand
the manufacture of products or to produce new and redesigned products, Bdll’ s purchases of
Machinery & Equipment are exempt under the Manufacturing Exemptions

The Commission dso erroneoudy conduded that the Manufacturing Exemptions did nat, asa
matter of law, goply unless the redesigned or new products were sold during the tax period when the
Machinery & Equipment was purchasad to implement the expangon or product redesign (L.F. 45).

Thet propogtion isnot only contrary to Concord Publishing House v. Director of Revenue, 916

1329193.09 33



S\W.2d 186, 194 (Mo. banc 1996), but it dso defies common sense. Indeed, the Commission hed

dready acknowledged in Hogan Transports, Inc. v. Director of Revenue, No. 98-1305 RV

(Mo. Admin. Hrg. Comm. 1999) that the purchases of Machinery & Equipment and the sdles of new

products need nat occur during the same tax period.

A.

Bell ManufacturesBasic and Vertical Telephone Services

1.

Elements of the Manufacturing Exemptions

During the Tax Period, Sections 144.030.2(4), 144.030.2(5) and 144.615(3), exempted from

Missouri sdes and use tax the fallowing:
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Machinery and equipment, and the materids and supplies oldy
required for the inddlation or condruction of such mechinery and
equipment, replacing and used for the same purpose as the machinery
and eguipment replaced by reason of design or product changes, which
isusad directly for manufacturing or febricating a product whichis
intended to be sold ultimatdly for find use or consumption;

Machinery and equipment, and the materids and supplies oldy
required for the inddlation or condruction of such mechinery and
equipment, purchased and used to establish new or to expand exiding
meanufacturing, mining or fabricating plantsin the sate if such mechinary
and eguipment is usad directly in manufacturing, mining or fabricating a
product which isintended to be sold ultimetely for find use or

consumption.



In Concord Publishing House, 916 SW.2d a 190, this Court didlilled the dements of the

Manufacturing Exemptions asfallows
Neither sdes nor use tax is due on machinery and equipment (1) used directly
for (2) manufacturing (3) a product which isintended to be sold ultimatdy for
find use or consumption (4) if the machinery or equipment was purchesed () to
replace equipment by reason of design or product changes or (b) to expand
exiging manufacturing.

Thereisno dispute that basic and verticd tdlegphone services are products ultimatdy sold for
find use or consumption, and that the Machinery & Equipment was purchesed for plant expandgon
and/or design or product changes (L.F. 48-49). Likewise, for the vast mgority of purchases thet
reman a issue, dl of which were cgpitdized, there is no digpute thet the Machinery and Equipment
condtitute purchases of machinery, equipment, or materids and supplies required for the inddlation and
condruction of Machingry and Equipment. The only issueiswhether the Machingry & Equipment is
used in “manufecturing.”

2. The Production of Basic Telephone Serviceis Manufacturing
(@ Bridge DataControls

ThisCourt' sdecisonin Bridge Data Company v. Director of Revenue, 794 SW.2d
204 (Mo. banc 1990), governsthe dispostion of whether the production of basic telephone sarvices
conditutes manufacturing. This Court’ sdecison in Bridge Data compdsthat production of besic
telephone sarvices conditutes “manufacturing” in the Manufacturing Exemptions

In Bridge Data, the taxpayer obtained finandd dataand converted it into sophisticated

busnessinformation for its cusomers. Spedificaly, the taxpayer took “raw” finendd information
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regarding tradesin the financid markets and converted thisraw dataiinto ussble formsfor use by
sscurities dedersin conducting finendd transactions: This Court unanimoudy conduded thet the
Manufacturing Exemptions should be dlowed for the taxpayer’ s herdware used in callecting financid

dataand tranamitting it to its cusomers because the inputs were different than the outputs. 1d. at
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206. The Court noted that:
Thetaxpayer makes use of complicated and expensgive equipment in providing
datato its cusomers The recognition of the manufacturing exemption
represents a reasonable adoption of the statutes to processes which were not
known or hardly known, a the time they were enected. 1d.

Conggtent with the condtruction of “manufacturing” in Bridge Data, Bdl’s production of
basi ¢ tdephone sarvice “miakes use of complicated and expendve equipment in providing [dectricd
impulsed toitscustomery.]” The record demondrates, and it is undisputed, that when providing basic
telephone savice, Bdl' s tdgphone system does nat trangport avoice (sound waves). Indteed, Bell
converts one cusome’ s andlog dectricd impulsesinto digitd eectronic impulses and later converts
those impulsesinto anaog dectronic impulses for the receiving cusomer.

Bdl's manufacturing is not unlike production of musica compect disks by arecording sudio.
The recording studio captures sounds generated by artists and creates digitd Sgnds intended to
“mirror” the actud sounds onto acompact disc. Likewise, Bdl takes sounds crested by its cusomers
and, through the use of its Machinery & Equipment, cregtes digitd sgndsintended to “mirror” the
sounds, and sendsthe digitd Sgndsto its cugomersin aform (andog Sgnas) the customer can
underdand. Thereislittle question thet this Court would not serioudy dispute that arecording udio is
engaged in manufacturing. The only practica distinction between Bdl and arecording dudio isthet the

recording sudio’ s product istangible, adidtinction this Court rgected in Bridge Data. Therefore, this
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Court'sdecisonin Bridge Data compes the condusion that the production of basc telephone service
constitutes manufacturing,*
(b) TheCommission’sRelianceon GTE isMisplaced
In conduding that the badc tdephone service was not manufactured, the Commisson rdied
upon GTE Automatic Electric v. Director of Revenue, 780 SW.2d 49 (Mo. banc 1989),
overruled International Business Machines Corporation v. Director of Revenue, 958
S\W.2d 554, 557 (Mo. banc 1997) (* 1BM”), and rgjected by Bridge Data, 794 SW.2d 206 (Mo.
banc 1990) (L.F. 38-41). In GTE, adim mgority of this Court rgjected atd ephone company’'s
argument that it was entitled to the Manufacturing Exemptions on the production of basc tdephone
sarvice. The Court conduded that services were not “ products”
[The Missouri Legidaure s] limitation of the [Manufacturing Exemptiong) to
equipment used to manufacture products mugt be reed as spedificaly exduding
equipment usad in the tdecommunications indudtry and other indudries
identified as sarvices.... This conclusion disposes of appellants’ first
point relied on| ]
GTE, 794 SW.2d a 51.
Indicta, the mgority dso noted thet the tlgphone company failed to show thet

“tel ecommuni cations conditutes manufacturing aproduct[.]” 1d. A careful andyssof the GTE

* Asnoted in this brief and the Commission trid record, some of the verticd products arein

fact tangible
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mgjority’s condusion shows that it was a0 based upon amigtaken condusion that a service cannat be
a“product.” Indeciding that a“product” is synonymous only with “tangible persond property,” the
mgarity in GTE ogengbly rdied on congructions of the term “meanufeacturing” in West Lake Quarry
& Material Co. v. Schaffner, 451 SW.2d 140, 143 (Mo. 1970) and Heidelberg Central, Inc.
v. Director of Revenue, 476 SW.2d 502, 506 (Mo. 1972) that “manufacturing” “takes something
practicaly unsuitable for any common use and changesit S0 asto adopt it to such commonuse” The
GTE mgority conduded that the “tdlephone signd hes no intrinsic value” because what redlly hed value
was“asavice, not anend initsdf.” GTE, 794 SW.2d a 51. The mgority then compared the
“tdlecommunications process’ to its“description of asarviceas st forth in K & A Litho Process,
Inc. v. Director of Revenue, 653 SW.2d 195 (Mo. banc 1983)” and concluded that “[t]he Sgnd
cannot be conddered aproduct with intringc vaue for purposes of tax lav.” GTE, 794 SW.2d at 51.
Lagt, the mgority conduded that, unlike water in Jackson Excavating, the human voice was the
“raw materia” and it had broad common usss. 1d.

Inagrongly worded dissent, three dissanting judgesin GTE disputed the mgority’s
condusion that a*“product” is synonymous with “tangible persond property,” id. at 53, and described
the production of bagic tdephone sarvice asfollows

Thefact thet the process begins and ends with the human voice (or the “tak” of
computers) does not change the fact that the device producing the digitd Sgnd
causss “asubdantid transformation in quality and adgptability and cregtes an
end product quite different from the arigind.”  Jackson Excavating Co. v.

Administrative Hearing Commission, 646 SW.2d 48, 51 (Mo. 1983).
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To asumetha these digitd Sgnds have no find useisto misundersand the
ubiquitous importance of tdephonic communications in the modern world.
These dectronic impulses have intringc and merchantable vaue and are the
product of the tranformation of araw product—the human voice or the binary
langueage of the computer—into forms suitable for new uses. They meke
computer networking, facamile tranamisson and widespread business empires
possible they arevitd to the amalest enterprise; these unseen osaillations gand
ready to summon ad during the dark terror of an emergency; they are essartid
in ways too numerous to mention, too vauable to discournt.
Id. & 54-55. Thethreejudge minarity opinion in GTE therefore conduded that basic teephone sarvice
was manufactured o asto qudify for the Manufecturing Exemptions. The dissenting opinion is dited
with goprova in Bridge Data, 794 SW.2d at 206.

In summary, beginning with Bridge Data in 1990, this Court has made it abundantly deer thet
services can be manufactured products. Since 1996, this Court has made dear that
manufactured products indudetaxabl e services. Section 144.020.1(4) imposes sdestax on the
sdeof tdephone sarvices. Thereisno dearer example of ataxable sarvice than tdephone sarvice. |If
Bridge Data and IBM areto have any meaning, then the production of tdephone sarvices must be
induded within the definition of “manufacturing” for purposes of the Manufacturing Exemption even
though the product isintangible

3. The Production of Vertical Servicesis Manufacturing

ThisCourt'sdecisonsin Bridge Data, IBM, Concord, and the recently DST Systems Inc.

v. Director of Revenue, 43 SW.3d 799 (Mo. banc 2001) (mainframe computers and other
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equipment that were used to cregte printed products are digible for the Manufacturing Exemptions) are
ingructive on the issue of whether the production of B’ s products condtitute manufacturing. In eech
case, this Court conduded that organizing information condtituted manufacturing.

The record reflects thet Bell sdls much more then besic tdephone sarvice. Exhibit 11 ligsthe
vaious veticd services Bdl offers anonymous cal rgection, auto redid, cal blocker, cdl forwarding,
sective cdl fowarding, remote accessto cdl forwarding, cdl return, cdl trace, cdl wating, cdler ID,
cdl waiting ID, cdl waiting ID options, priority call, gpeed cdling, threeway cdling, and billing sarvices
Exhibits 14 and 40 explain how the Machinery & Equipment is usad to produce these verticd services
See also (Tr. 476-511).

Unlike basic tdephone savice, it is Bdl’ s equipment, and not the customers, thet generates the
dectronic 9gndsin thefirg indance in produding verticd sarvices For example, with cdler ID, Bdl's
centrd office switching equipment recognizes informetion aoout the caler (name, number, and time),
cregtes dectronic Sgnds representing that informetion, attaches the dectronic Sgnas containing thet
information to the cdll, and routes dl of that informetion to the recaiving customer between the first and
second rings using SS7 (Tr. 476-511; Ex. 14). Bdl usss both the SS7 sgnding network and the
computer processorsin the sophigticated switching equipment for this purpose (Exh 14, 10-11). These
processes are akin to organizing information.

Bdl offersanumber of “billing” verticd sarvicesaswdl. These types of sarvice gather and
provide information about the tdgphone usage of the customer and indude: billed number frequendies,
pesk hour usages, treffic andysis bar grgphs, long-disance carrier expense andysis, and customized
reports and higorica summaries (Ex. 40, p. 3). Theinformation is provided to subscribing customers

by modem, floppy disk or diskette. Id. These processes are d0 akin to organizing information.
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Each of the above verticd sarvicesinvolves the processng of dataand information and the sde
of the resulting product to customers, some of which products are ether printed documents, floppy
disks, or CD ROMs. In accordance with Bridge Data, IBM, Concord, and DST, the equipment
usad for these functions is equipment directly used in manufecturing. Al of the Machinery & Equipment
is used to produce one or more of the vertical services, in addition to producing basic tdlephone
services (Tr. 491, 504, 660-661).

4. Each Purchase of Machinery & Equipment IsPart of Bell's
Integrated Telecommunications System and is Used Directly to
Provide Both Basic and Vertical Servicesin Final Form for
Bell’s Customers

InFloyd Charcoal Co. v. Director of Revenue, 599 SW.2d 173 (Mo. 1980), this Court
adopted the “integrated plant” theory for the manufacturing exemption. The Director argued in Floyd
Charcoal thet the manufacturing exemption gpplied only to items of Machingry & Equipment thet

produce a change in the compaosition of raw materids, and further argued that the test to be employed

> The Commission explained that even if it conduded that the vertical sarviceswere
meanufectured, it was unable to determine which Machinery & Equipment were used to produce them
(L.F. 44). That gatement isnot supported by the record; Mr. Deere tetified thet al of the Machinery
& Equipment was required to provide the verticd services (Tr. 491, 504, 660-661) and the Director

and her expert witness concurred in that “technica information” (Tr. 682).
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was whether the operation could be carried on without the Machinery & Equipment in question. 1d. a
178.

This Court flatly rgected that argument as too redtrictive, given that the purpose of the
manufacturing exemption was to increase Missouri manufacturing activity. Insteed, it adopted the
“integrated plant” theory in which Machinery & Equipment is exempt under the Missouri manufacturing
exemption if it condtitutes an integra part of the manufacturing process based upon the facts and
arcumgtances of the particular business operdtion. 1d. a 178. Onthefactsof Floyd Charcoal, this
Court held thet equipment used for weighing and sacking manufactured charcod briquettesin aform for
digtribution and sale was exempt under the manufacturing exemption because the equipment was integra
to the manufacturing operation.

Onthesameday that it decided Floyd Char coal, this Court decided Noranda Aluminum,
Inc. v. Missouri Dep’t of Revenue, 599 SW.2d 1 (Mo. 1980). In Noranda, the equipment a
issue was laboratory equipment usad to monitor the process of producing duminum and other metal
materids to determine that the prooess waas functioning properly and to determine whether the duminum
products hed impurities This Court held thet the testing equipment was essantid to and apart of the
process of manufacturing duminum. This Court determined, therefore, thet the purchases of the
eouipment were exempt under the manufacturing exemption.

Morerecently, in Concord Publishing House, 916 SW.2d 186 (Mo. banc 1996), this
Court concluded thet reporters |gptop computers were directly used to manufacture newspapers
despite the fact that the computers were used by reporters away from the newspgper’ s centrd fadility

where the newspgper was printed. This Court reted its decison on the integrated plant theory.
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In the present case, the purchases subject to the daim for refund are mechinery and eguipment
(or supplies and materids soldy used to ingdl such mechinery and equipment) that condtitute an integrd
part of the provison of services through Bdl’ sintegrated tdephone network (Ex. 36; Tr. 239-661,
273-274, 659-661).° Bdl’staxable products are basic telephone service and the numerous verticd
savices ld to its cusomers. Bel usssitsintegrated tdephone network to produce its taxable
savicesproducts. That network conssts of amultitude of Machinery & Equipment items, as described
in the numerous exhibitsin this matter (Exs. 8, 9(a)-(e), 28-30), that perform the operations and
functions necessary to produce the products. As explained above, Bdll usesthat Machingry &
Equipment to convert andog dectronic sgndsinto digital dectronic Sgndls, to extract and process
information in order to provide the multitude of verticd sarvices and to tranamit such information to its
cusomers. Because each piece of Machinery & Equipment in Bdl’s network is part of an integrated
telecommunications sysem and is used directly to provide both basic tdephone services and one or

more vatica savicesin their find form for Bel’s cusomers dl of the Machinery & Equipment is

®  The Commission questioned whether minor purchases such as software, toilet paper, and
labds qudified (L.F. 47). Thoseitemswere obvioudy directly usad to manufacture the products (in the
cae of software) or were used by workersto inddl or condtruct other equipment (in the case of labels
and toilet pgper). Mr. Deere provided lengthy tesimony thet al of the purchases & issue were
mechinery, equipment or materias and supplies (Tr. 239-661) and the Director conceded the accuracy
of thet technicd information (Tr. 682). In any evert, to the extent this Court questions whether any such
purchase qudifies, the record is sufficent to make the necessary caculaions of the refund (Exs. 8, 9 (&

e), 28-30).
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exempt from use tax.
B. The Manufacturing Exemptionsdo not Require Taxpayersto Sell
Manufactured Products During the Tax Periods When the M achinery
& Equipment isPurchased

The Commisson conduded that it could not consder four of seventeen of the vertical services
thet the Machinery & Equipment were designed to manufacture because those four sarvices were not
sold during the Tax Period (L.F. 45; Ex. 31).

Exhibit 31 ligs the dates when the vertical services were offered in Missouri. Mot of these
sarvices were offered prior to the Tax Period but afew, like Cdler ID, were not offered in Missouri
until shortly after the Tax Period. Before Bdl could offer itsverticd sarvices induding Cdller 1D, it hed
to indd| the necessary Machinery & Equipment, test the sarvice, and gpply for and obtain approvd of
the Missouri Public Service Commission to offer and charge for that service (Tr. 446-447, 463-464,
502).

The Commission'slimitation of the Manufacturing Exemptionsis not reesoneble or practicd.
Manufacturers cannot be expected to offer their redesigned products at the same time that they are

implementing the product design changes by ingdling the necessary mechingry and equipment. Itis

" Becaused| of the Machinery & Equipment is used to produce dl of Petitioner’s vertical
savices aswdl as badc tdephone sarvice, if Ptitioner usesthe Machinery & Equipment to
manufacture even one such savice, dl of the Machinery & Equipment is exempt under the

Manufacturing Exemptions
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unredlidic to expect ataxpayer that reports on aquarterly basisto completdy congtruct whole
manufacturing plantsin a quarter 0 asto be able to qudify for the new plant manufacturing exemption.

Indeed, in Concord, the Director mede asmilar argument that this Court soundly rejected.
The Director argued that the design change (to thet of a pagination newspgper printing operation) hed
not been implemented until ayeer after the audit period when the machinery and equipment had been
purchasad. This Court concluded that the language of the exemptions¥4 “by reason of design or
product changes’ % expressed the legidative intent that the “purpose of” the purchase was
Oeterminative. “The Statute does not goecify when the equipment must be used, only thet itisusad in
an exempt manner.” 1d. a 191. This Court then conduded that the * common sensg” condruction of
the exemptions meant that “[i]t is unreasonable to expect al busnessesto pay for and make mgor
production changes dl in one tax yeer in order to qualify for the exemption.”® The Court dso noted
that the Director’s pogition, and thet of the Commisson here, was dso contrary to the Director's
regulation 12 CSR 10-3.320(4)(B)(2). 1d. Inrecognition of thisfact, the Commisson itsdf has dready
acogpted Bdl’ s pogtionin thisregard in Hogan Transports, Inc. v. Director of Revenue, No.
98-1305 RV (Mo. Admin. Hrg. Comm. 1999).

While exemption datutes are generaly congtrued againg the taxpayer, exemptions areto be
given areasonable naturd, and practicd interpretation in light of modern drcumgtances: Wetterau,

Inc. v. Director of Revenue, 843 SW.2d 365 (Mo. banc 1992). The reasonable and practicd

® Inthiscese Bel reportsitstax on amonthly besis. It is even more unreasonable to expect Bell

to implement mgor product or design changesin one month.
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interpretation isto congder the production of dl verticd services, induding the four verticd services nat
s0ld until shortly after the Tex Period. The Commission ered initsrefusd to condder the manufacture
of new productslike Cdler ID smply because those products were not offered during the Tax Period.

CONCLUSON

Based on the foregoing, Bell respectfully requests thet this Court reverse the Commisson and

remand with indructions to udan Bdl’ srefund dam.
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